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Later that year, the Professional Ethics 
Executive Committee (PEEC) of the 
American Institute of Certified Public 
Accountants (AICPA) revised its 
independence interpretation entitled, 
Leases. This issue discusses both rule 
revisions, in that order. 

2018 Yellow Book: Common 
Independence Questions

Earlier this month, guest blogger, 
James R. Dalkin, Director, Financial 
Management and Assurance, GAO, 
provided answers to common 

technical questions on the GAO’s 
updated independence rules. That 
information appears below: 

Q1: Were the independence rules 
updated with the issuance of the new 
(2018) Yellow Book? If so, how? 

A1: Yes, there were updates to the 
independence rules. One update is in 
paragraph 3.88, which clarifies that 
when preparing a client’s financial 
statements in their entirety from the 
client’s trial balance or underlying 
accounting records, an auditor should 

conclude that significant threats to 
independence exist. 

Q2: Is this a change from the 2011 
Yellow Book?

A2: The 2011 Yellow Book did not 
specifically identify the preparation 
of financial statements as a significant 
threat. Auditors were required to 
apply the conceptual framework. 
Preparing financial statements and 
then auditing those statements 
creates a self-review threat. A 
self-review threat is the threat that 
an auditor or an audit organization 
will not appropriately evaluate the 
judgments made in preparing the 
financial statements. If auditors 
prepared the financial statements 
in their entirety and then audited 
those same financial statements, the 
self-review threat would not be at an 
acceptable level unless the auditor 

2018 brought two important updates to the profession’s 

independence rules. In July 2018, the U.S. Government 

Accountability Office (GAO) issued a revised version of 

the Government Auditing Standards (also known as the 

“Yellow Book”), which updated the independence rules.
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Revised GAO  
and AICPA  

Independence Rules

http://www.aicpa.org/content/dam/aicpa/interestareas/professionalethics/community/exposuredrafts/downloadabledocuments/2018/2018-december-official-release.pdf
https://www.gao.gov/yellowbook/overview
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applied effective safeguards. 

Q3: If the threat is significant, what 
should I do?

A3: When encountering significant 
threats to independence, you should 
apply safeguards to eliminate or reduce 
the threat(s) to an acceptable level. 

Q4: Does the Yellow Book provide any 
examples of safeguards? 

A4: Paragraph 3.69 in the new Yellow 
Book provides examples of possible 
safeguards you could apply that may 
be effective in reducing or eliminating 
threats to independence. They 
include:
 • Using separate personnel from 
the audit team to provide the nonaudit 
services.
 • Engaging another auditor (from 
inside or outside the auditor’s firm) 
to perform a second review of the 
preparation of accounting records and 
financial statement work. 

threats are reduced to an acceptable level? 

A5: Threats are at an acceptable level 
when a reasonable and informed 
third party would likely conclude 
that you could perform the audit 
without compromising your integrity, 
objectivity, or professional skepticism. 
You should apply professional 
judgment when evaluating threats, 
for example, by considering both 
qualitative and quantitative factors. 

safeguards applied and the rationale 
for your conclusions. 

Q7: What should I do if I am unable to 
apply effective safeguards? 

A7: If you are unable to apply 
appropriate safeguards to reduce 
threats to an acceptable level, you 
should not perform the nonaudit 
services creating the threats during 
the period covered by the financial 
statements and the period of 
professional engagement, or you 
should cease performing the audit or 
other attest services. 

Q8: Were any other updates made 
to the independence rules in the new 
Yellow Book? 

A8: Yes, paragraph 3.89 of the new 
Yellow Book states that auditors 
should identify any services related 
to preparing accounting records and 
financial statements as threats to 
independence, including: 
 a. recording transactions for 
which management has determined 
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The 2011 Yellow Book did not specifically  
identify the preparation of financial statements  
as a significant threat. ”

Q6: I applied safeguards to reduce threats 
to independence to an acceptable level. 
What else should I do? 

A6: When you apply effective 
safeguards to reduce or eliminate 
threats to independence, you should 
document your evaluation of threats 
to independence, describe the 

There could also be other safeguards 
that may reduce threats or eliminate 
threats to independence. Safeguards 
vary depending on the facts and 
circumstances of an audit and in some 
cases, multiple safeguards may be 
necessary to address a threat.

Q5: How should I determine whether 
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or approved the appropriate account 
classification, or posting coded 
transactions to a client’s general 
ledger; 
 b. preparing certain line items or 
sections of the financial statements 

based on information in the trial 
balance; 
 c. posting entries that a client’s 
management has approved to the 
client’s trial balance; and
 d. preparing account reconciliations 
that identify reconciling items for 
client management’s evaluation.

Note: Paragraph 3.87 describes 
services that are always prohibited (e.g., 

determining or changing journal entries 
without management approval). 

As noted in A1 above, when preparing 
a client’s financial statements in 
their entirety, per paragraph 3.88, 

the auditor should conclude that 
significant threats exist, which 
would require the auditor to apply 
safeguards. 

In addition, auditors should evaluate 
the significance of threats to 
independence created by providing 
any of the above services (a-d), 
document the evaluation of the 
significance of such threats and the 

firm’s conclusion. If safeguards are 
applied, the auditor should describe 
those and the rationale for concluding 
that safeguards eliminated or reduced 
significant threats to an acceptable 
level. 

Q9: How should I evaluate whether a 
threat is significant? 

A9: You may consider the following 
factors in determining whether threats 
are significant, including the:
 a. Extent to which the outcome of 
the service could have a material effect 
on the financial statements; 
 b. Degree of subjectivity involved in 
determining the appropriate amounts 
or treatment for those matters 
reflected in the financial statements; 
and
 c. Extent of management’s 
involvement in determining significant 
matters of judgment. 

Q10: What would be an example of a 
threat that is NOT significant? 

A10: Some factors may lend 
themselves to concluding that a threat 
to independence was not significant. 
Perhaps you will only perform 
straightforward calculations requiring 
little to no professional judgment and 
the results of your work would not be 
material to the financial statements. 

Q11: If I conclude a threat was not 
significant, is there anything else I need 
to do? 

A11: If you conclude a threat related 
to preparing accounting records and 
financial statements is not significant, 

 
If you conclude a threat related to preparing 
accounting records and financial statements is 
not significant, you should still document your 
evaluation, including the rationale for your 
conclusion.
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you should still document your 
evaluation, including the rationale 
for your conclusion. This is a change 
from the 2011 Yellow Book. The 
2011 Yellow Book required auditors 
to document these threats when 
they concluded that the threats were 
significant. To comply with the 2018 
Yellow Book, you should document 
threats created by these services even 
if you conclude they are not significant. 

Q12: Are there any visual aids available 
to help me understand these rules better? 

A12: Yes, Figure 2 of Chapter 3 in 
the Yellow Book provides a visual aid 
titled “Independence Considerations 
for Preparing Accounting Records and 
Financial Statements” that you may 
find helpful (see sidebar). 

Q13: Is there anything else I should be 
aware of?

A13: Before providing nonaudit 
services, you should ensure that the 
client will designate an individual with 
appropriate skills, knowledge, and 
experience to oversee your services. 
This is not a change from the 2011 
Yellow Book. 

Q14: How do I know if the client 
has sufficient skills, knowledge, and 
experience?

A14: The Yellow Book provides new 
application guidance on evaluating 
whether a client has sufficient 
skills, knowledge, and experience 
to oversee a nonaudit service. 
Paragraph 3.79 states indicators of 
management’s ability to oversee a 

engagements, and reviews of financial 
statements for periods ending on 
or after June 30, 2020, and for 
performance audits beginning on or 
after July 1, 2019. Auditors need to 
evaluate independence with respect 
to the provision of nonaudit services 
during the period of professional 
engagement, which includes the 
period covered by the financial 
statements.  

nonaudit service include the ability to 
recognize a material error, omission, 
or misstatement in the results, and to 
determine the reasonableness of the 
results, of a nonaudit service. 

Q15: When is the revised Yellow Book 
effective? 

A15: The new Yellow Book is effective 
for financial audits, attestation 

Figure 2: 

Independence Considerations for Preparing 
Accounting Records and Financial Statements

For additional information, see  
www.gao.gov/yellowbook/overview.

https://www.gao.gov/yellowbook/overview
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AICPA Revises Independence 
Interpretation for Leases 

Under the PEEC’s revised 
interpretation, lease arrangements 
with attest clients can raise self-
interest, familiarity, and undue 
influence threats to independence. 
The independence evaluation is 
significantly different from the current 
approach, which references generally 
accepted accounting principles (GAAP) 
that classifies leases as operating 
or capital leases. Operating leases 
(under old GAAP) were not considered 
liabilities and the code’s requirements 

types of covered members in the 
firm: 1) the firm itself, 2) persons on 
the attest engagement team, and 
3) persons able to influence the 
attest engagement (“certain covered 
members” or “covered member”) from 
this point on. 

The evaluation varies based on 
whether the covered member obtains 
a new lease, or renegotiates or has an 
existing lease. New or renegotiated 
leases require a covered member 
to apply specific safeguards to 
maintain independence. Existing 
Leases require the covered member 
to evaluate threats to independence 
using the conceptual framework and 
apply safeguards when threats are 
significant. 

New or renegotiated leases. Certain 
covered members should not enter 
into a lease or renegotiate the terms 
of an existing lease with an attest 
client during the period of professional 
engagement unless the lease is: 
1) obtained on market terms and 
established at arm’s length, and 2) 
not material to any of the parties (if 
there are multiple leases, the covered 
member should consider them in 
the aggregate). If these safeguards 
are met, the lease would not impair 
independence, but the covered 
member must be current in their 
obligation to the lessor in accordance 
with the lease terms during the period 
of the professional engagement. 

Existing lease. For a lease that 
pre-existed the requirement to 
be independent, the covered 
member should evaluate threat(s) 
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to independence and determine 
whether safeguards are needed to 
eliminate or reduce the threat(s) to an 
acceptable level. 

The revised rule provides several 
factors certain covered members can 
consider in making this assessment, 
including, for example, the covered 
member’s role on the attest team or 
in the firm and whether the lease is 
material to any party to the lease. 

Changing circumstances. If an existing 
lease becomes material to any of the 
parties to the lease during the period of 
professional engagement, the covered 
member should evaluate threats to 
independence and apply safeguards 
as needed to avoid an independence 
impairment.

Effective date. The revised 
interpretation goes into effect for 
fiscal years beginning after December 
15, 2019, which gives firms time to 
amend their policies and procedures 
and address any existing leases held 
by certain covered members. Early 
implementation is allowed.

therefore were minimal, requiring 
only that the covered member obtain 
the operating lease on market terms 
and keep current with the lease 
payment terms. However, with the 
new accounting standard on leases 
standard coming into effect for all 
companies, the PEEC adopted a new 
approach for determining whether a 
lease with an attest client (or affiliate 
of a financial statement attest client) 
impairs independence. 

The revised rule applies to three (3) 
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